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LYNCH, Circuit Judge. This case requires us to apply the

pl eadi ng standards for private securities fraud litigation under
the Private Securities Litigation ReformAct of 1995 ("PSLRA"), 15
US. C 8§ 78u-4(b) (2000), and raises several issues of first
i mpression for this court. The district court, acting under Fed.
R Cv. P. 12(b)(6), disnissed the conplaint. W differ with the
di strict court concerning certain tests to be applied in assessing
securities fraud clains and in construction of our precedent. W
conclude that the conplaint as a whole conplies with the PSLRA in
sufficient part, and we reverse the dism ssal and remand the case
for further proceedings, wth the exception that we affirm
di sm ssal of one of the two cl ai ns agai nst defendant Chri stopher J.
Aiver. Qur ruling does not nean that plaintiffs' clainms have any
merit. It neans only that the clains are not to be dism ssed at
this very early stage. Nothing has been proven yet.

Charl es Mesko and other investors filed a class action
suit against Cabletron Systenms, Inc. and seven individuals who

served as executives or directors of Cabletron.® Msko alleged

! W will refer tothe plaintiffs collectively as "Msko."
The indi vi dual defendants, along with the offices they held during
the relevant period, are: S. Robert Levine, who served as
presi dent, chief executive officer, and a nenber of the board of
directors until his retirenment on or about August 6, 1997, in the
m ddl e of the cl ass period; Craig Benson, the chairman of the board
of directors, chief operating officer, and treasurer; David J.
Kirkpatrick, the director of finance and chief financial officer;
Chri st opher J. Aiver, the director of engi neering and
manuf act uri ng; and three nmenbers of the board of directors who were
not officers of Cabletron: Paul R Duncan, Donald F. MGQuinness,
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viol ations of sections 10(b) and 20(a) of the Securities Exchange
Act of 1934, 15 U S.C. 88 78j(b), 78t(a), and Rule 10b-5
pronmul gated by the Securities and Exchange Comm ssion (SEC), 17
C.F.R 8 240.10b-5 (2002). Plaintiffs purchased Cabl etron stock,
or bought call options or sold put options for Cabletron stock
between March 3, 1997 and Decenber 2, 1997 (the "class period").
The first consolidated anmended conplaint was rejected for failing
to neet the standards of the PSLRA, but Mesko was granted | eave to
amend it. He did, and the district court then ruled that this
second consol i dat ed anended conpl aint (the "conplaint”) satisfied
the requirenents of the PSLRA. After the judge who issued this
ruling died, the defendants renewed their notion to disn ss.

Contrary to the first district judge's ruling, a
successor district judge granted defendants' notion to dismss the
conplaint. This dismssal occurred before di scovery was conduct ed
or any class was certified. The district court held that the
conplaint fails the particularity test for pleading fraud, that it
fails to allege facts supporting a belief that the m sstatenents
were material, and that the pleadings do not raise a strong
i nference of scienter. W disagree on all three points.

As to the particularity ruling, it is unclear if the
district court held that any pleading based upon confidenti al

sources woul d fail the PSLRA s pl eadi ng requirenents, thus adopting

and M chael D. Myerow.



the rule froma case it cited, In re Silicon G aphics Securities

Litigation, 970 F. Supp. 746, 763-64 (N.D. Cal. 1997), aff'd, 183
F.3d 970, 985 (9th Cr. 1999). Alternatively, the court may have
utilized arule that all ows confidential sources if there are other
specific facts alleged, but then determned that this conplaint

| acked such facts. W reject the Silicon G aphics per se test

forbidding PSLRA pleadings based on confidential sources, and
i nstead adopt a test simlar to the Second Circuit's test in Novak
v. Kasaks, 216 F.3d 300, 314 (2nd G r. 2000). Applying that test,
we find there was sufficient detail in the allegations, including
t hose made by confidential sources, to permt the conplaint to go
forward. W also hold, contrary to the district court, that the
conpl ai nt provi des adequat e i nformati on concerni ng i nternal conpany
docunents on which it relies.

As to materially msleading statenents, the district
court erred inthe overly restrictive test it applied to statenents
made by third parties -- in this instance nostly narket anal ysts --
which were in turn based on statenents nade by conpany officials.
W reject the district court's determ nation that the defendants
must have either "controlled" the content of the third party
statenents or adopted them Instead we join the majority of courts
in applying the "entangl ement” test first articulated in El kind v.

Liggett & Myers, Inc., 635 F.2d 156, 163 (2d G r. 1980).




As to both materiality and scienter, we concl ude that the
pertinent portions of the conplaint sufficiently neet pleading
requi renents at this stage of the case.

Wil e sone of the allegations are stronger than others,
and those agai nst the defendant outside directors present a close
call, we conclude that the conplaint as a whole states a claim
agai nst Cabletron and against all but one of the individual
def endant s. As to that defendant, Jdiver, the director of
engi neering and manufacturing, we affirmdi smssal of the section
10(b) claim against him but not dismssal of the section 20(a)
claim W reverse the remai nder of the district court decision and
remand.

In addition to appealing the dism ssal of the conplaint,
Mesko asks this court to remand the case to a district judge who
had previously recused hinself, on the basis that hi s
di squalification was inproper. W deny this request.

l.

Mesko filed his original conplaint in the U S. District
Court for the District of New Hanpshire, where the case was
assigned to the | ate Judge Shane Devine. On Decenber 23, 1998, in
response to defendants' notion to dismss, Judge Devine rul ed t hat
Mesko's first consolidated amended conpl ai nt | acked enough det ai

concerning statenents made "on infornmation and belief" to survive



hei ght ened pl eadi ng standards under the PSLRA, but granted Mesko
| eave to anend.

Mesko anmended the conplaint by adding sources for the
all egations pled, particularly "nore than a half dozen forner
Cabl etron enpl oyees who worked at the Conmpany during the C ass
Period." Judge Devine accepted these changes in a one-page order
on February 4, 1999, witing, "The court has revi ewed t he conpl ai nt
and is satisfied that it meets the PSLRA' s requirenents relative to
pl eadi ngs based on information and belief." H s order invited
defendants to either renew their motion to dismss or file an
answer.? Shortly after Judge Devine passed away on February 22,

1999, the defendants renewed their notion to di sm ss.

2 Mesko suggests that this ruling by Judge Devine
foreclosed |ater consideration in the district court of the
def endants' subsequently renewed nmotion to dism ss, under the

"l aw of the case" doctrine. That is incorrect. The |aw of
the case is a discretionary doctrine, especially as applied to
interlocutory orders such as this one. See Perez-Ruiz v.

Crespo-Guillen, 25 F.3d 40, 42 (1st Cir. 1994) ("Interl ocutory
orders, including denials of notions to dism ss, remain open
totrial court reconsideration, and do not constitute the | aw
of the case."). As Justice Holnmes expressed it, "[T]he
phrase, | aw of the case, as applied to the effect of previous
orders on the |ater action of the court rendering themin the
sane case, nerely expresses the practice of courts generally
to refuse to reopen what has been decided, not a Ilimt to

their power." Messenger v. Anderson, 225 U.S. 436, 444
(1912). Reconsi deration 1is also appropriate because

defendants filed a notion to strike the conpl ai nt hours before
Judge Devine issued his sua sponte order, so that he did not
have their arguments before him
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The case was then reassigned several tinmes as the result
of recusals. First it went before Judge Joseph A. DiCerico Jr.,
who recused hinself from the case because he owned stock in
conpani es that were defendants in other securities class actions
brought by plaintiffs' counsel or their firms. One of defendants
attorneys was on the recusal lists of the two other federal
district judges in the District of New Hanpshire. Therefore, the
case was transferred to the District of Rhode Island for assi gnnment
to a judge there, sitting by designation in the District of New
Hanpshire, which retained jurisdiction. The case was then assi gned
to Chief Judge Ernest C. Torres, but, like Judge D Cerico, he
owned stock in several corporations against which counsel in this
case had brought securities litigation, and he too disqualified
hi nsel f. The case was finally reassigned once nore, to Judge Mary
M Lisi. Neither party objected to any of these recusals at the
time they occurred.?

Judge Lisi heard oral argunent on the defendants' notion
to dismss on Novenber 7, 2000. During oral argunent, she asked
Mesko to provide a Iist of those paragraphs in the conplaint that

are based on infornmation and belief. WMsko did so on Novenber 13,

3 Before his decision to recuse hinself, Judge D Cerico
first ordered counsel to supply lists identifying all federal and
state securities class action suits in which their firns appeared.
At that point, Mesko did file a notion seeking a status conference
and asking that these lists be submtted in canmera or under seal.
Once this notion was deni ed, Mesko's attorneys produced the lists
wi t hout further objection to the recusals until this appeal.
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i ndicating that four of the 126 paragraphs are based on i nformati on
and belief; he attributed nost of the others to either a docunent
or a witness who had spoken to counsel.* On May 23, 2001, Judge
Lisi granted the notion to dism ss, determ ning that the conplaint
failed to neet the hei ghtened pl eading requirenents of the PSLRA
Thi s appeal followed.
.

Where the dismssal is grounded in Rule 12(b)(6), the

facts pled in the conplaint are taken in the |ight nost favorable

to the plaintiff. See Aldridge v. A T. Cross Corp., 284 F.3d 72,

75 (1st GCir. 2002) (citing Doe v. WAl ker, 193 F.3d 42, 42 (1st Cr

1999)) (applying standard in PSLRA case). W describe the facts in
the conpl ai nt.

Cabl etron, nowrenaned, was a publicly-traded corporation
registered in Delaware with its principal place of business in New
Hanpshire.?® In 1997, at the beginning of the class period,

Cabl etron was anong the nation's | eadi ng manufacturers and vendors

4 The district court seens to have used inconsistent
definitions of "information and belief."” The court first said at
oral argument that, if the confidential sources based their
al | egati ons on personal know edge, then their statenments were not
made "on information and belief." Its witten opinion |ater seened
to reverse this position and interpret information and belief
clains as any made without plaintiffs' direct personal know edge.
Mesko's submission rested on the first of these definitions.

° Cabl etron reorgani zed itself after the events at issue in
this litigation; Cabletron's core business is now carried on under
a new corporate nanme, Enterasys Networks, Inc.
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of equi pnent for |large enterprise conputer networks, such as | oca
area network and wide area network switches, as well as related
hardware, software, and consulting services. Its custoners
i ncluded sizable corporations, wuniversities, and governnent
entities. For the quarter ending on February 28, 1997, i mmedi ately
before the class period, Cabletron reported strong financial
performance, including a twenty-six percent increase in net sales.
In a conmpany press release, S. Robert Levine, the president and
chi ef executive officer, saidthese results represented Cabletron's
"thirty-second quarter of consecutive record growth, the strongest
and steadi est earnings growh rate anong all S&P 500 conpanies."”
These i npressive nunbers did not |ast. After the market
cl osed on June 2, 1997, Cabl etron announced that its earnings for
the March-May 1997 quarter were less than those in the prior
quarter. The earnings, at $0.37 per share, were also well bel ow
stock anal ysts' previous expectations of about $0.49 per share.
When the nmarket opened the followi ng day, June 3, the price of
Cabl etron common stock fell from$45.75 to $30. 35 per share. This
was a one-day decline of approximately one-third of its val ue.
Reported results for the June-August quarter were in line with
expectations. However, on Decenber 2, Cabletron reported earnings
of $0.08 to $0.12 per share for the Septenber-Novenber quarter
again falling short of expectations. In the same announcenent,

Cabl etron declared that it woul d take a charge agai nst earni ngs of
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between $25 million and $30 mllion. | nvestors responded wth
anot her one-day sell-off on Decenber 2, when the price per share
fell from $23.1875 to $15.6875 in heavy trading. Over the class
period as a whol e, the price of Cabletron stock declined froma per
share high of $46.50 to $15.6875, a total drop of alnobst 67
per cent .

Mesko filed this | awsuit soon thereafter. The conpl aint
all eges that a variety of problens, well known to the | eadership of
t he conpany, seriously threatened Cabletron's business at the tine
of the class period. Again, for the purposes of the nmotion to
dismss, we assune the allegations to be true. The conpany's
bal | yhooed new products, the Smart Swi tch 6000 and Smart Swi t ch 2200,
encountered two serious problenms that greatly slowed their
manufacture. The resulting delay in their comercial availability
was a blow to a conmpany relying on the SmartSwitch to fuel
conti nued growm h. The European sal es force, which had contri buted
about twenty percent of revenues in the fiscal year that ended just
before the class period, was being run by inexperienced managers
who were in over their heads and unable to neet their goals
Cabletron's pricing becanme grossly out of Iline wth its
conpetitors. The conpany know ngly shi pped products that still had
unresol ved defects. Market saturation, increased selling cycles,

and the cancellation of Cabletron's cooperative relationship with
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its dom nant market rival, C sco Systens, al so contributed to these
woes.

In the face of these "adverse factors,"” the conplaint
all eges, the conpany's public statenments were unremttingly
optim stic, especially concerning its European operations and the
Smart Switch. Even when the conpany announced the surprising bad
news about its quarterly earnings on June 2, nanagenent nai ntai ned
its unjustifiable bright optimsm and disclosed only part of the
troubles facing Cabletron. The failure to disclose and the
positive statenments in the face of contrary know edge were
t hensel ves securities law violations, the conplaint alleges.

Even worse, Mesko all eges, the defendants tried to hide
this downward spiral by fraudulently inflating the conpany's
quarterly net revenue with a nunber of techni ques, sone bl atant and
some nore subtle. These included booking entirely fictitious
sal es; making shipnments late in one quarter, which had the effect
of bunping up that quarter's revenue, while know ng that the goods
woul d be returned during the next quarter; and setting aside newy
received raw materi al s and booking themin a | ater quarter so that
they would not appear as liabilities in the quarter when they
actually arrived. The conplaint supports these allegations by

reference to one or nore of a half dozen anonynous forner Cabl etron
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enpl oyees who say they have personal know edge of the practices
t hey descri be.®

As a result of this frantic end-of-quarter fraud, the
conplaint alleges, thirty percent of shipments in the | ast weeks of
a quarter were returned early in the foll ow ng quarter, conpared to
a typical return rate of one to three percent at other tinmes. In
turn, the receiving departnent was "probably the busi est depart nent
in the Conpany” in the early days of a quarter, as enpl oyees | ogged
nuner ous pallets of conputer equiprment, with total val ues between
$160,000 and $1.2 mllion, back into the warehouse as returned
merchandi se. It is a reasonable inference that the timng of this
di sproportionate surge in returns was no coincidence, but was
caused by attenpts to inflate revenue in one quarter, albeit at the
expense of the next one.

The conpl aint states that inproperly recogni zed revenue
from the different schenes totaled tens of millions of dollars
during each of the fiscal quarters at issue. It derives this
figure fromestimtes of two of its former enployee sources, one
who estinmates that Cabletron inproperly recognized revenue of

between $20 mllion and $30 mllion per quarter, and another who

6 The conpl aint repeatedly refers to its anonynous sources
as "former enpl oyees with personal know edge of the rel evant facts"”
or sone simlar phrase. Inthe interest of sinplicity, we will use
| ess wordy fornul ati ons, while recogni zing that the conpl ai nt does
reiterate the personal basis for its anonynobus sources' know edge
each tine.
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estimates that the conpany processed as nuch as $100 nmillion in
"“phony" orders during the quarter that ended just before the class
period. The falsely inflated earnings figures that resulted from
t hese i nproper practices were then used in Cabletron's filings with
the SEC during the class period and in conpany press releases
announci ng quarterly results.

The picture that energes from the pleading as a whole
portrays a frenzied effort by a troubled conpany to conceal its
difficulties for as long as possible. Mesko' s conplaint suggests
as scienter for this fraud that defendants wanted to keep t he house
of cards standi ng (perhaps expecting salvation fromthe Snart Swi tch
or ot her devel opnents). The conplaint also offers allegations of
significant stock sales by corporate insiders taking their profits
before the worst of the news was out.

It is not difficult to conclude that such practices, if
they went on, certainly add up to fraudulent and naterial
m sst at enment . The question at this stage is not whether the
practices occurred -- defendants deny them and actual proof, not
just allegations in a conplaint, would be required before any
concl usi on about that question could be reached -- but whether the
pl eadi ngs accusing defendants of these practices neet the
requi renents of the PSLRA Qur holding that the conplaint is
sufficient returns the case to the district court, which ultimtely

will resolve the broader issues of cul pability.
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We el aborate on several categories of Mesko's all egati ons
here, without reciting every claimin the 79-page conplaint; we
will add sonme details l|later when they beconme relevant to our
anal ysi s.

A. Fictitious Sal es

The nost egregious exanples of fraud alleged in the
conpl ai nt accuse Cabl etron of booking entirely fictitious sales.
Each of these allegations is supported by reference to the
anonynous fornmer enpl oyees.

According to the conplaint, the conpany wote purchase
orders for nonexistent sales of nerchandise |ate in one quarter,
and then | ogged the nerchandi se back in as if it had been returned
after the next quarter began, when in fact the nerchandi se had
never | eft the conpany's possession. These supposedly-sold itens
were held in various | ocations before being returned to inventory.
Some were |oaded onto as nmany as eight tractor-trailers that
remained in the factory vyard. Sonme were stored at selected
enpl oyees' hones; the conplaint provides the nane and address of
one enpl oyee who all egedly accepted such goods "at the behest of"
defendant Craig Benson, the chairman of the board and chi ef
operating officer. Some sinply "sat on the shelves or lay in the
corridors” of Cabletron's warehouse until after the quarter ended.
This schene allegedly extended, at the close of one quarter, to

removi ng equi prrent from enpl oyees' desks and unfinished product
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fromthe conpany's | abs, running it through this sol d-and-returned
routine, and then, after the quarter had ended, returning the sane
equi pnent -- with identical serial nunbers -- to the offices and
| abs where they had ori gi nat ed.

Enpl oyees had to nove this material and to log it back in
when it was "returned.” Cabletron used a conputer system called
"Intrepid" to track orders and returns, and the fictitious sales
and returns were logged into this system The broader inference
fromall of these alleged activities is that, in order to inflate
revenue, Cabletron used a variety of techniques to create the
appearance of sal es where no sal es ever occurred.

B. I nventory Parki ng and Channel - Stuffi ng

O her nerchandise left Cabletron's factories and
war ehouses but, the conplaint alleges, it was still fraudul ent for
the conpany to count it as sold either because the sal es were not
bona fide, or because the custoners had an unlimted right of
return and those return rights were not disclosed to investors.

The conplaint alleges "inventory parking" arrangenents
with certain Cabletron custonmers, distributors, and resellers
Under these arrangenents, they agreed to receive shipnents of
Cabl etron products which they had not really ordered and woul d not
really buy. One of the former enpl oyee sources naned two | ocations
in New Hanpshire where inventory was parked: a "warehouse near

Brock's Lunber in Rochester” and the grounds of a particular
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conpany in Sonmersworth. The conplaint also reports runors about
i nventory parking at other locations, including St. Louis and New
York City.’

Cabl etron also all egedly engaged in "channel stuffing,"”
the practice of inducing distributors or wholesalers to buy
Cabl etron products in excess of their projected needs by prom sing
them that the products could be returned "at any tinme and for any
reason if they were not sold.” This allowed the conpany to "dunp
excess inventories of Cabletron products for which there was no
present demand" and thereby convert the liability of unsold goods
into the revenue of supposed sales. The conplaint nanmes five
distributors who apparently participated in the practice. To
support the channel stuffing allegation, the conplaint cites forner
enpl oyees with personal know edge of Cabletron's sal es practices.

C. Def ecti ve and Premature Shi pnents

I n other instances, Cabletron allegedly inflated revenue
toward the end of a quarter by making shipnments of products sold
whi | e knowi ng t hat they woul d not be accepted or woul d be returned.

One variation of this thene involved shipping orders in
quarters nmuch earlier than the requested delivery dates. A forner

enpl oyee said the conpany sent the University of North Carolina a

! Mesko i dentified these | ess-substanti ated runors to Judge
Li si anong the few al | egati ons made on narrow y-defi ned i nformati on
and belief, and did not attribute themto the former enpl oyees with
per sonal know edge cited el sewhere in the conplaint.
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shi pnent worth $75 mllion to $80 mllion very early on three
di fferent occasions, each one just before the end of a quarter. A
second enpl oyee agreed that the conpany "regul arl y" made such early
shi prment s.

Simlarly, according to several forner enployees,
Cabl etron "regul arly" sold conputer equipnent late in the quarter
that still had unresolved bugs. Like the wearly shipnents,
Cabl etron knew t hat this nerchandi se woul d be returned. One forner
enpl oyee specified AT&T as a custonmer that had received such
defective nmerchandi se on several occasions.

D. Artificially Reduced Costs

Cabl etron also overstated its net quarterly revenues by
artificially reducing its costs, according to two enpl oyees cited
in the conplaint. Raw materials were held in trailers or on
| oadi ng docks for weeks after they arrived rather than bei ng booked
in and transferred into storage inmediately. These supplies were
t hen noved in and booked as received on the first day of the next
quarter, although they had actually been received during the prior
quarter. This delay renoved the expense of these purchases from
t he quarter when t hey woul d ot herw se have appeared, thus inflating

net revenue.
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E. SmartSwitch Probl ens

Most of the "adverse factors" noted earlier need little
further explanation, but the conpany's difficulties with its new
Smart Swi tch products require sone additional context.

Cabl etron unveil ed the Smart Switch i ne on March 3, 1997,
the first day of the class period, with a glowing press rel ease
stating that the products "set a new standard for price and
per f or mance. " The conpl aint's quotes fromvarious market anal yst
reports make it clear that investors considered the SmartSwi tch an
I nportant aspect of Cabletron's future grow h.

Unfortunately for Cabletron, SmartSwitch production
I medi atel y encountered two serious problens. First, supplies of
two essential conponents for the SmartSwitch, one provided by
Lucent Technol ogi es and the other by LSI Logic, proved unreliable.
Second, those units the conpany did nmanufacture were plagued by
glitches involving their wring. These wiring flaws were so
wi despread that the conplaint alleges, citing two enpl oyees of whom
at least one was personally famliar with the facts, that
"virtually every SmartSwi tch nmanufactured from April to at | east
Sept enber 1997 was subject to individualized re-wiring by hand."

The conplaint alleges that these problens delayed the
avai lability of the SmartSwitch during nmuch of the class period,
and that these del ays damaged the conpany. |Information about the

problems was wi dely known within the conpany and was addressed
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extensively at weekly quality control neetings. The problens were
also described in two internal Cabletron databases that were
routinely circulated in hard copy to nmanagers, including to
def endants Levine, Benson, and diver. According to a forner
enpl oyee all eged to have personal know edge, Benson directed that
t hese reports should not be provided to sal espersons "in order to
insulate them (and the Conpany's custoners) from know edge of
problens relating to Smart Swi tches. ™

F. | nsi der Stock Sal es

Finally, the conplaint points to stock sales by severa
of the individual defendants, during and after the class period, as
evi dence of scienter. These sales total ed over $180 million during
the class period. Alnost all of this anmount was attributable to
sal es by Levine, who stepped down fromhis positions as president
and chi ef executive officer and resigned his seat on the board of
directors on or about August 6, 1997, mdway through the class
period. Between March 26, 1997 and the date of his resignation in
August, Levine sold alnost three million shares for a total of just
over $89 mllion. Levine also sold another 2.7 mllion shares
bet ween Septenber 24 and Cctober 7, 1997, after he had left his
executive positions, earning $88.7 nillion.

Asi de fromLevine, the conplaint docunents snmaller stock
sal es by four other individual defendants during the class period.

One sale was nmade by the chief financial officer, David J.
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Kirkpatrick, on Septenber 24, 1997; the proceeds were $474, 320.
The remai ni ng sal es were made by the three defendants who served as
outside directors on Cabletron's board: Paul R Duncan, Donald F.
McGQui nness, and M chael D. Merow. The sales by these three
outside directors totaled $2.6 mllion. Duncan sold al nost $1.6
mllion worth of stock on March 28, 1997. Also on March 28
McGui nness sol d $66, 000 worth of stock; he al so sold $152, 200 worth
of stock on July 9, 1997. Al the sales Myerow made during the
class period were after the June disclosures by Cabletron; they
added up to $796, 570.

The parties disagree about how to calculate the
percentage of the defendants' stock |iquidated during the class
period, but Mesko all eges that Levine, McQui nness, and Myerow each
sold approxinmately one third of their Cabletron holdings, while
Kirkpatrick and Duncan each sold over 90 percent of theirs. The
conpl ai nt does not docunent any stock sal es during the class period
by either Benson or Aiver, the remaining individual defendants.
It does note stock sales by AQiver in the four nonths prior to the
class period, as well as by Levine, Kirkpatrick, Merow, and
McGui nness.

[l

Under the PSLRA, a securities fraud conplaint nust

"specify each statenent all eged to have been m sl eadi ng, the reason

or reasons why the statenent is msleading, and, if an allegation
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regarding the statenent is made on information and belief, the
conplaint shall state with particularity all facts on which that
belief is formed.” 15 U S.C. § 78u-4(b)(1). Furthernore, in order
to state a claimof securities fraud, the statenents all eged to be

m sl eadi ng nust be msleading to a material degree. See Serabian

v. Anpbskeag Bank Shares, Inc., 24 F.3d 357, 361 (1st G r. 1994).

Finally, the PSLRA requires the conplaint to state wth
particularity facts that give rise to a "strong inference" of
scienter rather than nerely a reasonable inference. 15 U S. C

§ 78u-4(b)(2); G eebel v. FTP Software, Inc., 194 F.3d 185, 196-97

(st Cr. 1999). This last requirement alters the usual contours
of a Rule 12(b)(6) ruling because, while a court continues to give
al | reasonable inferences to plaintiffs, those inferences
supporting scienter nust be strong ones. Geebel, 194 F. 3d at 201.
The PSLRA did not, however, change significantly this circuit's
previ ous underlying substantive standards for adequately pl eaded
securities fraud, which were already strict. 1d. at 193-94.

A. Particularity of Fraud Pl eadi ngs

The district court found the conplaint |acked the
particularity required by the PSLRA i n several ways, especially in
its descriptions of confidential sources and its reliance on
I nternal conpany reports. In addition, defendants argue that the
total anmpbunt of detail provided in the conplaint falls short of

what is necessary to satisfy the particularity requirenent.
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1. Use of Confidential Sources

The conpl ai nt details nunerous statenents which were nmade
to Mesko's counsel by unnaned forner Cabl etron enpl oyees, and whi ch
are said to be based on the personal know edge of these forner
enpl oyees. Many of its allegations are supported by reference to
t hese anonynobus st at enents.

The parties dispute whether such statenments are nade "on
information and belief" and the district court, as noted above,
defined the concept inconsistently. This inconsistency mrrors the

conflict in the caselaw. Conpare ABC Arbitrage Plaintiffs G oup v.

Tchuruk, 291 F.3d 336, 351 & n.70 (5th CGr. 2002) (defining
"information and belief" in securities fraud pleading as any
al I egati on made wi t hout plaintiffs' personal know edge), withinre

Honeywel | Int'l Sec. Litig., 182 F. Supp. 2d 414, 426 (D.N. J. 2002)

(stating that sonme allegations made wi thout plaintiffs' personal
knowl edge are not nade on "information and belief").

The point 1is pertinent because of the especially
hei ght ened pl eadi ng st andards t hat the PSLRA established for cl ai ns
based on information and belief. See 15 U S.C. § 78u-4(b)(1); ABC

Arbitrage, 291 F.3d at 350 ("[F]or allegations nade on information

and belief, the plaintiff nust . . . state with particularity al
facts on which that belief is fornmed, i.e., set forth a factua
basis for such belief."). This «circuit inposed a strict

requi renment on such cl ai ns under Rule 9(b) before enactnent of the
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PSLRA. Ronmani v. Shearson Lehman Hutton, 929 F.2d 875, 878 (1st

Cir. 1991) ("Were allegations of fraud are . . . based only on
i nformati on and belief, the conplaint nust set forth the source of
the information and the reasons for the belief.").

Wthout deciding the nore general issue of whether

confidential source pleadings in other contexts are nade "on
information and belief,” we hold that in the context of the PSLRA
such confidential source allegations nmust conply with the standard
descri bed below, drawn fromthe Second Crcuit's Novak deci sion.?
We further hold that conpliance with that standard constitutes
conpliance wth the "information and belief" particularity
requi renents of section 78u-4(b)(1).

This court has never interpreted the hei ghtened pl eadi ng
requi renment for information and belief, either before the PSLRA or
after it, as a per se rule that anonynous sources nmust be naned at

t he pl eading stage. The defendants suggest that we adopt such a

per se rule, and cite the Ninth Crcuit's decision in Janas V.

8 Under this test, sonme allegations based on anonynous
sources will not, on their face, be adequate. See ABC Arbitrage,
291 F.3d at 353-54. Many securities fraud conplaints rely on
unnamed sources acconpanied by only the vaguest detail. For
exanple, a conplaint nmay include a boilerplate paragraph at its
beginning or end stating that its allegations as a whole are
supported by investigation of counsel, sonetines including
interviews with unnaned sources such as forner enployees. See
generally 2 H'S. Bloonenthal, Securities Law Handbook § 29.10
(2002 ed.). A general statenment that unspecified sources support
the conplaint's allegations as a whole usually will not suffice.
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McCracken (Inre Silicon Graphics Securities Litigation), 183 F. 3d

970, 985 (9th Cir. 1999), as authority for doing so.?®
I n Novak, the Second Circuit took a nore noderate vi ew of
section 78u-4(b) (1), rejecting

any notion that confidential sources nust be naned as a
general matter. In our view, notw thstanding the use of
the word "all," [section 78u-4(b)(1)] does not require
that plaintiffs plead with particularity every single
fact wupon which their beliefs concerning false or
m sl eadi ng statenents are based. Rather, plaintiffs need
only plead with particularity sufficient facts to support
t hose beliefs.

Novak, 216 F.3d at 313-14; accord ABC Arbitrage, 291 F.3d at 353;

cf. Fla. State Bd. of Admin. v. Geen Tree Fin. Corp., 270 F.3d

645, 667-68 (8th Cr. 2001) (citing Novak anal ysis favorably).

W reject a per se rule such as the Silicon G aphics

test, and think the two approaches described in Novak are useful
gui des for eval uating whether confidential source nmaterial neets
the PSLRA particularity requirenent:

[Where plaintiffs rely on confidential personal sources
but al so on ot her facts, they need not nane their sources
as long as the latter facts provi de an adequate basis for
believing that the defendants' statenments were fal se.
Mor eover, even if personal sources nust be identified,
there i s no requirenent that they be naned, provided they

9 In fact, it is not the Ninth Crcuit decision but the
Silicon Gaphics district court opinion, 970 F. Supp. at 763-64,
that sets out a strong per se rule. The district court in the
present case cites that opinion rather than the Ninth Crcuit's, as
does Novak, 216 F.3d at 313. Wile not entirely clear, the Ninth
Crcuit's opinion can be read as stopping short of endorsing the
district court's per se rule. See Silicon G aphics, 183 F.3d at
985.
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are described in the conplaint wth sufficient
particularity to support the probability that a personin
the position occupied by the source would possess the
information alleged. In both of these situations, the
plaintiffs will have pleaded enough facts to support
their belief, even though some arguably relevant facts
have been left out.

Novak, 216 F.3d at 314; accord ABC Arbitrage, 291 F.3d at 352-53

(adopting Novak-type test); see also Fitzer v. Sec. Dynanmcs

Techs., Inc., 119 F. Supp. 2d 12, 21-22 (D. Mass. 2000) (follow ng

Novak test). The approach we take, simlar to Novak, is to | ook at
all of the facts alleged to see if they "provide an adequate basis
for believing that the defendants' statenents were false." Novak,
216 F.3d at 314. This involves an evaluation, inter alia, of the
| evel of detail provided by the confidential sources, the
corroborative nature of the other facts alleged (including from
ot her sources), the coherence and plausibility of the allegations,
t he nunber of sources, the reliability of the sources, and simlar
i ndi ci a.

This approach, we think, better strikes the balance
Congress intended in the PSLRA. The statute was designed to erect
barriers to frivolous strike suits, but not to nmake neritorious
clainms inpossible to bring. See S. Rep. No. 104-98, at 4 (1995),

reprinted in 1995 U S.C.C A N 679, 683 (stating that intent of

PSLRA is "conbatting . . . abuses, while maintaining the incentive

for bringing nmeritorious actions"); ABC Arbitrage, 291 F.3d at 354

(noting that PSLRA "was not enacted to raise the pleading burdens

-26-



to such a level that facially valid clainms, which are not
brought for nui sance val ue or as | everage to obtain a favorable or
inflated settlenment, nust be routinely dismssed'). A blanket ban
on unnamed sources presents obvi ous policy problens. Enployees or
others in possession of inportant information about corporate
mal f easance may be di scouraged from stepping forward if they nust
be identified at the earliest stage of a lawsuit. See Novak, 216
F.3d at 314. Wiile we recognize that a case-by-case approach may
provide |ess concrete guidance to district courts, the tension
i nherent in balancing the two congressi onal goals cannot be evaded
by adopting an unnecessarily broad per se rule which nay prevent
pursuit of legitinmate cases.

We al so support our conclusion with a hel pful anal ogy
froman entirely different field of Iaw. courts' consideration of
governnment requests for search warrants based on tips from
confidential informants. Courts frequently all owsuch anonynousl y-
provided information, if properly supported, to justify an
ot herw se probl ematic search. They exam ne carefully a variety of
factors before doing so, including the basis offered for the
informant's know edge, the existence of other information
corroborating the informant's all egations, and the anount of self-
verifying detail provided in the allegations thenselves. E. g.

United States v. Barnard, 299 F.3d 90, 93 (1st Cr. 2002); United

States v. Zayas-Diaz, 95 F.3d 105, 111 (1st Gr. 1996). None of
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these factors is dispositive, and all are weighed in the context of

the "'totality of the circunstances.'"” United States .

Khounsavanh, 113 F.3d 279, 283 (1st G r. 1997) (citing Lllinois v.

Gates, 462 U S. 213, 238 (1983)). The overlap between these
considerations and those articulated in Novak further reinforces
our view that courts can conpetently nake a careful eval uation of
securities fraud pl eadi ngs based on anonynous sources, and separate
frivolous conplaints fromthose with potential nerit.

When these standards are applied to the conplaint's
al | egati ons supported by anonynous sources, we find that they
satisfy the test. Overall, the accunul ated anount of detail the
sources provide tends to be self-verifying; these are not
conclusory all egations of fraud, but specific descriptions of the
preci se means through which it occurred, provided by persons said
to have personal know edge of them In addition, the nunber of
di fferent sources helps the conplaint neet the standard. Thei r
consi stent accounts reinforce one another and underm ne any
argunent that the conplaint relies unduly on the stories of just
one or two fornmer enpl oyees, possibly disgruntled. Furthernore, as
enpl oyees who were famliar with the activities discussed -- and
t he conpl ai nt notes specifically when there are exceptions to this
characterization -- the sources have a strong basis of know edge
for the clainms they make. Finally, the sources also point to the

startlingly |large nunber of returns, which they had the experience
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to judge based on the level of activity in the warehouse and the
nunber of returns enployees entered into Intrepid. This unusual
i ncrease independently suggests suspicious activity of the kind
they allege: a tenfold junp in return rates for products shipped
late in the quarter, with pallets full of as many as forty pieces
of expensive equipnment comng back into inventory early in the
followi ng quarter, permts a strong i nference that sonet hi ng was at
| east significantly different about sales booked late in the
quarter.

The | evel of specific detail about the fictitious sales
Is significant. Far fromresting on nmere assertions, the anonynous
sources describe tractor-trailers in the factory yard, equipnent
"borrowed” fromenpl oyees' desks to be fraudul ently processed, and
the unusual activity in the warehouse as products were shuttled
back and forth. The sources provide the nane and address of one
enpl oyee who is said to have stashed goods in the garage of his
hone, and say that Benson told himto do so. There are nultiple
sources for many of the fictitious sales clains.

There are other categories of allegations with simlar
detail. The principal source for the i nventory parking all egations
nanes two particular |ocations where the parking is said to have
occurred. The conplaint nanes five distributors alleged to have
participated in channel stuffing, and the allegations of channel

stuffing rely on two sources with know edge about sal es practices
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in particular. As to the premature or defective shipnents, the
conplaint cites four different enployees, three wth direct
knowl edge. Between them they describe the wi despread nature of
the problem and al so nane specific custonmers (the University of
North Carolina, AT&T) who were affected. Two enpl oyees supply the
information that the raw nmaterials were not entered as received
when t hey shoul d have been, and note that they were entered on the
first day of the follow ng quarter, underscoring the I|ikelihood
that the purpose of the delay was inflation of quarterly net
revenue.

In sum the conpl aint provides enough particul ar details
to nmeet the standards of the test we have adopted and justify the
om ssion of sources' nanes at the pleading stage. These details
anply supply "facts on which that belief is formed" as the PSLRA
(and our precedent) require.

2. | nternal Conpany Reporting Systens

The district court determ ned that the conpl ai nt provi ded
too little detail about internal conpany docunents to which it
referred. Presumably, the court had in mnd the conplaint's
references to the Intrepid order-processing system that would
provi de evi dence about returns, the quality-control databases that
i nfornmed i ndi vi dual defendants about Smart Switch probl ens, or both.

It istrue that nerely stating the existence of efficient

internal reporting systens in a conclusory fashion will not do nmuch
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to increase the particularity of a securities fraud pl eading. See

Shaw v. Digital Equip. Corp., 82 F.3d 1194, 1224 n.38 (1st Gr.

1996). Here, the conplaint does nore than that.

The pl eadi ngs about the Intrepid systemshow that forner
enpl oyees had to physically input returns; this is probative of the
basis that anonynous sources had for recognizing the spike in
returns early in the quarter. The quality-control databases serve
a nore i nportant function, as discussed further bel ow, because they
hel p denonstrate know edge of SmartSwitch problens on the part of
Levine, Benson, and diver. The conplaint also provides nore
substance about the contents of these systens. Unlike in Shaw,
where we found that a plaintiff failed to provide any "indication
of the specific factual content of any single report generated by
the alleged reporting system"™ 1id. (enphasis renoved), the
conplaint here says that the two quality control databases (the
"“Product Support Call Tracking Database" and the "Phone Support
Dat abase") reported custoner service problens related to the
defective Smart Swi tches. Thus, these dat abases serve as supporting
evi dence of Mesko's all egati ons.

3. Level of Particularity as a Wole

Def endants argue that, even if the allegations supported
by anonynous sources and internal docunents are accepted, the
conplaint still |eaves too many ot her unanswered questions -- such

as the precise dates of transactions, the nanmes used for phony
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custoners, the identities of corporate personnel involved, the
speci fic products warehoused, or the exact dollar anounts of
i ndi vidual fraudulently recorded sales. As a result, defendants
argue, the conplaint does not satisfy the PSLRA's particularity
requirenents as interpreted in this circuit, particularly in
G eebel. Their argument m sapplies G eebel and our other casel aw

The defendants |ist factors found lacking in the
conplaint in Geebel, 194 F.3d at 203-04, as if they constituted a
checklist for securities fraud conplaints. W explicitly di savowed
this interpretation in Geebel itself. 194 F. 3d at 204 ("W do not
say that each of these particulars nust appear in a conplaint, but
their conplete absence in this case is indicative of the excessive
generality of these allegations.”). W have since repeated this

clarification. See Al dridge, 284 F.3d at 80-81.

In response to the PSLRA, this circuit has adopted a
fact-specific individual case analysis in preference to a |ist of

factors required to be pled. See Geebel, 194 F.3d at 196, 204.

Here, the conplaint does include sone of the factors mssing in
G eebel ; the absence of others is not decisive. Each securities
fraud conpl ai nt nust be analyzed onits own facts; there i s no one-
size-fits-all tenplate. Sufficient evidence of one type m ght
reduce or elimnate the need for evidence in other categories

wi thout thwarting the | egislative intent behind the PSLRA. As the

Sixth CGrcuit put it, "In enacting the PSLRA, Congress was

-32-



concerned with the quantum not type, of proof." Helw g v. Vencor

Inc., 251 F.3d 540, 551 (6th Gr. 2001) (en banc) (adopting "fact-
speci fic approach” from G eebel). Because a categorical approach
is not appropriate, courts will allow private securities fraud
conpl aints to advance past the pl eadi ngs stage when sone questions
remai ned unanswered, provided the conplaint as a whole is
sufficiently particular to pass nmuster under the PSLRA. See, e.q.,
Al dridge, 284 F.3d at 79-82 (failure of conplaint to docunent
preci se anounts of overstatenments of revenue not fatal); Hollin v.

Schol astic Corp. (Inre Scholastic Corp. Sec. Litiqg.), 252 F. 3d 63,

72-74 (2d Gir. 2001) (allegations of |longer-termtrends adequate to
pl ead inferences about activity during particular nonth); Rothman
v. Gegor, 220 F.3d 81, 91 (2d G r. 2000) (conplaint need not "fix
the exact date and tine that [defendants] becane aware" of
i nformati on that rendered their accounting practices m sl eading,
because it adequately alleged awareness w thin necessary tine

frane); In Re No. Nine Visual Tech. Corp. Sec. Litig., 51 F. Supp.

2d 1, 26-27 (D. Mass. 1999) (conplaint survives PSLRA scrutiny
despite failure of <conplaint to docunent precise anount of
overstatenment of inventory or to tie know edge of inventory
probl ens to specific defendants). |In contrast, in many cases where
we have upheld dism ssal of securities fraud pleadings, we have
described the allegations they made as very general or even

conclusory. See, e.qg., Maldonado v. Dom nquez, 137 F.3d 1, 10 (1st
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Cr. 1998) ("Wen we exam ne these pleadings carefully, we find
that there are no specific allegations [of scienter]."); Suna v.

Bail ey Corp., 107 F.3d 64, 71 (1st Cir. 1997) ("Appellants offer no

factual support for their conclusory allegations . . . ."); Goss

v. Summa Four, Inc., 93 F.3d 987, 996 (1st Gr. 1996) ("In this

case, Goss has failed to allege any particulars to support his
general allegation of inflated earnings through the use of inproper
accounting methods.").

Anot her di fference between G eebel and the result inthis
case is the amunt of discovery that had been conpleted on
particul ar fraud al | egati ons when the conpl ai nt was eval uated. The
district court in Geebel had already permtted limted discovery

before granting a notion to dismss. See Geebel, 194 F. 3d at 188.

The conplaint had originally relied on a source to support an
allegation that the defendant conpany fraudulently altered its
books. The district court did not disnmss the conplaint at that
juncture. It did so only after limted discovery reveal ed that
plaintiffs could not offer this source as a w tness capable of
testifying about the allegation at trial, and after they failed to
produce adequate additional evidence. In Greebel, we said that
both the original denial of a notion to dism ss (before discovery)
and the subsequent dism ssal (after some limted discovery) were
correct. |d. at 207. Simlarly, in Goss, the district court had

granted the plaintiff Iimted di scovery and even an opportunity to
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amend his conplaint afterward. 93 F.3d at 990. The conpany then
noved to dismiss, the district court granted the notion, and this
court affirmed, noting key details that were still lacking in the
conpl aint even after the focused di scovery.

To be sure, the particularity requirenents apply before
any di scovery has been conducted -- indeed, the PSLRA itself stays
all discovery, with certain narrow exceptions, during the pendency
of any nmotion to dismss. 15 U S.C 8§ 78u-4(b)(3)(B). But the
difference in discovery is relevant to a court's evaluation of
sufficient particularity. In short, under our circuit law, the
procedural posture of the case matters, and we will scrutinize a
post -di scovery notion to dism ss even nore stringently than a pre-

di scovery notion. See Cooperman v. Individual Inc., 171 F.3d 43,

48-49 & n.8 (1st Cr. 1999); see also A dridge, 284 F.3d at 81

(distinguishing Geebel on basis of difference in anount of
di scovery); Ml donado, 137 F.3d at 9 (noting limt on expectations
of securities fraud pleadings when discovery is inconplete);

G assman v. Conputervision Corp., 90 F. 3d 617, 630 (1st Cir. 1996)

(collecting cases in various areas of |aw where courts consi dered
anount of discovery conpl eted when evaluating notion to dismss).

As to this conplaint, this court has said repeatedly that
t he ri gorous standards for pleading securities fraud do not require

a plaintiff to plead evidence. See Cooperman, 171 F.3d at 48-49;

Shaw, 82 F. 3d at 1225. Defendants' argunent that even nore detai
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be required, before there is any discovery, here anmpunts to
requiring plaintiffs to plead evidence. The fraud allegations
advanced in this conplaint, with their consistent details provided
fromat | east half a dozen different sources across various all eged
schenmes, reinforce each other and suggest reliability of the
i nformati on reported. The conplaint satisfies the PSLRA s
particularity requirenents.

B. Identification of Materially M sl eading Statenents

Having junped the first hurdle by pleading fraud with
particularity, Mesko nust identify the specific statenents rendered
materially msleading by the fraud he has pleaded. A fact is
material if it is substantially Iikely "that the disclosure of the
omtted fact would have been viewed by the reasonabl e i nvestor as

having significantly altered the '"total mx' of information nade

avai lable.” Basic Inc. v. Levinson, 485 U S. 224, 231-32 (1988)

(quoting TSC Indus., Inc. v. Northway, Inc., 426 U S. 438, 449

(1976)). Information which "woul d have assuned actual significance
in the deliberations of a reasonabl e shareholder"” is material. TSC
| ndus., 426 U. S. at 449. In general, the materiality of a
statenment or om ssion is a question of fact that should normally be
left to a jury rather than resolved by the court on a notion to

dismss. See Lucia v. Prospect St. H gh Incone Portfolio, Inc., 36

F.3d 170, 176 (1st Cr. 1994). Thus, we review the conplaint only
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to determine that it pleads the existence of such statenments and
presents a plausible jury question of materiality.

The conpl aint describes three categories of statenents
that it alleges were materially msleading: (1) Cabletron's
financial report filings wwth the SEC, (2) direct statements nade
by Cabletron officials, either in press releases or in direct
quotes in the nedia; and (3) statenents nmade by stock anal ysts and
journalists, allegedly echoing statenents made to them by
defendants. According to the district court, the conplaint |isted
three statenents in the first category, eight statenments in the
second, and twenty-five statenents in the third.

1. SEC Filings

Cabl etron made its required filings with the SEC during
the class period: its Form 10-K for the fiscal year that ended on
February 28, 1997, its Form 10-Q for the March-May 1997 quarter,
and its Form 10-Q for the June- August 1997 quarter. The Form 10-K
was signed by all of the individual defendants except for diver,
whil e each Form 10-Q was signed by Benson and Kirkpatri ck.

Mesko asserts that, because of the fraudul ent revenue
recognition practices discussedin Part Il.A of this opinion, these
SEC filings did not reflect Cabletron's true earnings, rendering

themmaterially m sleading.® Mre specifically, Mesko all eges t hat

10 Mesko al so al | eges that di scl osure of adverse factors was
required in some of the SEC filings, and that failure to so
di scl ose independently rendered them materially m sleading. e
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t he practices violated the Generally Accept ed Accounti ng Principl es
(GAAP), which "enbody the prevailing principles, conventions, and
procedures defined by the accounting industry fromtine to tine."

Young v. Lepone, 305 F.3d 1, 5 n.1 (1st Cr. 2002); see generally

Magliaccio v. K-Tel Int'l, Inc. (In re K-Tel Int'l, Inc. Sec.

Litig.), 300 F.3d 881, 889-90 (8th CGr. 2002) (elaborating on
mul tiple and potentially conflicting sources of GAAP). Under SEC
regul ati ons, Mesko notes, filings that do not conply wth GAAP
"Wll be presuned to be m sleading and inaccurate.” 17 CF. R 8§
210.4-01(a)(1). As a result, Mesko says, Cabletron's SEC filings
during the class period were unlawfully fal se and m sl eadi ng.
Merely stating in conclusory fashion that a conpany's
books are out of conpliance with GAAP would not in itself
denonstrate liability under section 10(b) or Rule 10b-5. See
Serabian, 24 F.3d at 362. Indeed, sone techniques that result in

early booki ng of sal es, such as channel stuffing, m ght prove to be

entirely legitimte, depending on the specific facts. See G eebel,
194 F. 3d at 202.

In this case, however, Mesko alleges that Cabletron's
revenue was fraudulently inflated by tens of mllions of dollars
per quarter. Gven that Cabletron's quarterly revenue ranged from

$371 million to $381 million during the class period, reasonable

handle this claimas we do other direct statenents alleged to be
m sl eadi ng because of failure to disclose the adverse factors; we
consider those statenents in the next subsection.
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i nvestors unquestionably mght consider a difference of such
magni tude material. Accurate earnings figures are vital aspects of
the "total m x of information” which investors would consult when
eval uating Cabletron's stock. Furthernore, the nature of nuch of
the all eged inaccuracy in earnings derives fromsystematic fraud,
described in detail, that extends to conpletely fictitious sales.
Thi s distinguishes it fromcases where the all eged GAAP viol ation
consi sted nmerely of questionabl e bookkeeping practices. C ., e.q.,
G oss, 93 F. 3d at 995-96 (recognition of revenue at tine of order
rather than at tinme of shipnment, allegedly in violation of GAAP,
hel d i nsufficient where plaintiff "failed to all ege any particul ars
to support his general allegation"); Serabian, 24 F.3d at 362
(allocation of losses to wong fiscal quarters, absent other
pl eadings of fraud, fails to state claimeven if in violation of
GAAP) . Mesko has adequately pled that the fraudul ent revenue
recogni tion rendered Cabl etron's SECfilings materially m sl eadi ng.

2. Oher Direct Public Statenents

In addition to SECfilings, Cabletron and its executives
made ot her direct statenments to the public during the class period
that the conplaint alleges were naterially msleading. This court
has previously attributed direct quotes of conpany officials inthe

news nedia to the conpany, see Al dridge, 284 F.3d at 79-80, and

does so again here. The direct statenents catalogued in the

conplaint include: press releases announcing earnings, public
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statenents about the availability of the SmartSwitch, and general
optimstic statenments about Cabletron's health.

First, Cabletron issued press releases during the class
period to announce earnings figures for each quarter. The
conpl aint all eges that these press rel eases were m sl eadi ng for the
sanme reason as the SEC filings: they announced figures that
reflected fraudulently inflated revenue, and thereby m sstated
Cabletron's true earnings for each of these quarters. The sane
anal ysis we applied to the SECfilings denonstrates the materiality
of these all eged m sstatenents.

Second, the conplaint alleges that public statenents
about the SmartSwitch were materially m sl eadi ng because they gave
the inpression that production and distribution of this inportant
new product were "ranping up" snoothly when this was not so.
However, it specifically identifies only a small nunber of such
statenents attributable to Cabletron directly (as opposed to third-
party statenments, which we discuss below).! These are: a press
rel ease i ssued when Cabl etron unveiled the SmartSwi tch on March 3,
1997, the first day of the class period; direct quotes in a trade

publication article on March 17, 1997 suggesting that the product

1 The conpl aint also includes a catch-all assertion about
ot her unspecified "press releases and other disseninations and
comuni cati ons about these new SmartSwitch products.” Secti on

10(b) and Rule 10b-5 require that the specific statenments all eged
to be materially m sl eadi ng nust be identified, and we accordingly
di sregard this catch-all assertion.
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was then avail able; and a nedia interview with Benson on July 14,
1997 in which he predicted that SmartSwitch problenms would be
resol ved by Septenber.

Mesko has not shown why any of these three statenents
were materially m sleading when they were nade. The conpl ai nt
fails to denonstrate that the problens which |ater plagued the
Smart Switch were known to the individual defendants by m d- March,
when the first two statenents were made. > The supply del ays m ght
or m ght not have been visible to defendants by then, but in any
event it may al so have been reasonable to believe they woul d soon
be resol ved. Even Mesko's own sources state that the manual
rewmiring to resolve nmechanical flaws began in April, not March
The third statenent, made by Benson in July, was sinply an
optimstic forward-looking prediction about the tineline for
resol ving Smart Swi tch probl ens, and Mesko does not even al |l ege t hat
this tinmeline was not net.

If, however, Cabletron's direct statenents created the
i npression that the SmartSwitch was already commercially avail abl e

on a large scale, the conmpany nmay then have had a duty to revise

12 The conplaint does allege that certain other conpany
personnel knew of the SmartSwitch problens in March, including
public relations and quality assurance personnel. If Mesko can

denonstrate at a later tinme that the individual defendants are
therefore Iiable as control persons, or that this informtion nade
its way to the individual defendants so that they have primary
l[iability, then this information could provide further basis for a
jury to find that defendants' statenments were materially
m sl eadi ng.
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that inpression if |ater devel opnents substantially underm ned t he
accuracy of the earlier statenents. See G oss, 93 F.3d at 992

(citing Roeder v. Alpha Indus., Inc., 814 F.2d 22, 26-27 (1st Cr

1987)). While a conmpany need not reveal every piece of information
that affects anything said before, it nust disclose facts, "if any,
t hat are needed so that what was reveal ed [ before] woul d not be 'so

i nconplete as to m sl ead. Backman v. Polaroid Corp., 910 F.2d

10, 16 (1st Cir. 1990) (en banc) (quoting SEC v. Tex. @ulf Sul phur

Co., 401 F.2d 833, 862 (2d Cir. 1968)). Seen in this light, the
conpl ai nt establishes a reasonabl e i nference of a materi al on ssion
which, if borne out by evidence, would present a question of fact
for a jury. On remand, these allegations should be allowed to
proceed on that nore limted basis, that is, not as statenents
m sl eadi ng when nade, but as statements potentially requiring

revision in light of subsequent devel opnents. See generally G S.

Porter, Wiat Did You Know and When Did You Know | t?: Public Conpany

Disclosure and the Mthical Duties to Correct and Update, 68

FordhamL. Rev. 2199, 2228-30 (2000) (expressing general skepticism
about duty to correct but envisioning scenario simlar to this one
in which it mght rightfully apply).

Finally, the conplaint alleges that other direct
statenents by Cabletron were unduly optimstic in light of the
mounting difficulties facing the conpany. Mesko argues that

adverse factors other than the Smart Swi tch del ays shoul d have been
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di scl osed earlier or nore fully. For exanple, the conplaint calls
the June 2, 1997 press release that made partial disclosures of
Cabl etron's problens materially m sl eading, because it failed to
di sclose the full extent of those problens.

The def endants accurately argue that Cabl etron was under
no obligation to disclose informati on on industry-w de trends that
was available to the public. Sone of the conplaint's adverse
factors, such as the split with Csco Systens and the increased
mar ket saturation, fall into this category. Mre fundanentally,
the conplaint |acks the level of detail in these allegations that
it provides elsewhere, and fails to plead wth sufficient
particularity that the adverse factors were known to Cabl etron but
wer e contenporaneously concealed from the public. Rat her, the
adverse factors are gleaned fromthe conpany's disclosures, which
are then alleged to be too little, too late. "[P]laintiffs nay not
sinply seize upon disclosures nade later and allege that they

shoul d have been made earlier." Berliner v. Lotus Dev. Corp., 783

F. Supp. 708, 710 (D. Mass. 1992). Standing al one, such circul ar
assertions represent little nore than the type of "fraud by

hi ndsi ght" pl eading that we have long rejected. See, e.q., &o0ss,

93 F.3d at 991; Geenstone v. Canbex Corp., 975 F.2d 22, 25 (1st

Cr. 1992).
As noted previously, however, the conplaint also relies

on these adverse factors to supply a reason for the revenue- paddi ng
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at the heart of plaintiffs' case, and as context for understanding
it, rather than as independent grounds for pleading fraud. As the
rationale for the other fraudul ent actions, these adverse factors
hel p support scienter, and shoul d be consi dered as such on renand.

Cf. No. Nine, 51 F. Supp. 2d at 26 (using allegations advanced in

conplaint primarily to show scienter as neans to support
particularity hol ding).

3. Third-Party Statenents

The conpl ai nt cat al ogues nany st at enents about Cabl etron
in reports published by market analysts. It also cites a few
busi ness news stories about Cabletron. Mesko alleges that the
third parties who nade these statenents -- market analysts or
journalists -- based themon statenents that had been nade to t hem
by defendants or by other agents of Cabletron, so that the latter
are responsible for their materially msleading content.
Def endant s respond that they have no liability for statenments nade
by third parties.

The district court appears to have utilized a two-prong
test to analyze these statenents, requiring that defendants either
"controlled" the third party's statenments or that they "adopted"

the statenents after they were nade. The court then found that the
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conpl ai nt had not satisfied either of these conditions.* W reject
the district court's rule.

A mjority of courts has anal yzed third-party statenents
by applying the "entanglenent" test developed by the Second

Crcuit. El kind, 635 F.2d at 163. See generally 2 HS.

Bl oonmenthal, Securities Law Handbook 8 27.10(4) (2002 ed.)

(collecting cases). District courts in this circuit have also
enpl oyed this test, while recogni zi ng that we have not yet enbraced

it. See, e.q., Carney v. Canbridge Tech. Partners, Inc., 135 F.

Supp. 2d 235, 248 & n.7 (D. Mass. 2001); No. N ne, 51 F. Supp. 2d
at 30-31; Schaffer v. Tinberland Co., 924 F. Supp. 1298, 1310

(D.N. H 1996).

We now hold that the entanglenent test is the correct
approach. ' This test requires the plaintiff to denpnstrate the
def endants' involvenment with third-party statenents:

[L]iability may attach to an anal yst's statenents where

t he defendants have expressly or inpliedly adopted the
statenents, placed their inprimatur on the statenents, or

13 The district court also suggested that sonme of the
statenents on which the analysts and journalists based their
reporting were unactionably vague "puffing," but failed to specify
whi ch of the statenments fell into this category or why.

14 In the past, we had expressly reserved the question of
whet her statenments in a third-party source such as an analyst's
report may be attributable to a securities fraud def endant when it
is not explicit that they are the defendant's direct statenents.
Suna, 107 F.3d at 73. At |east one recent case cane cl ose to doing
so but did not need to reach the overarching question. See
Al dridge, 284 F.3d at 79-80.
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have ot herwi se entangl ed thensel ves with the anal ysts to

a significant degree. . . . [T]he court will determ ne

whether the conplaint contains allegations which,

favorably construed and viewed in the context of the
entire pleading, could establish a significant and
speci fic, not nmerely a casual or specul ati ve,
ent angl enment bet ween t he def endants and t he anal ysts with
respect to the statenments at issue.
Schaffer, 924 F. Supp. at 1310. Ent angl ement al so includes
si tuations where conpany officials "intentionally foster a m staken
belief concerning a material fact."” Elkind, 635 F.2d at 163-64.
As this articulation of the test makes clear, the district court
erred when it required that defendants "controlled" third-party
statenments. Nonethel ess, an entanglenment claimw || be rejected if
it merely suggests or assunmes that conpany insiders provided the
informati on on which analysts or other outsiders based their
reports. See Suna, 107 F.3d at 73-74; No. Nine, 51 F. Supp. 2d at
31.

Sonme of the third-party statenents cited in the conpl aint
do satisfy the entanglenent test. To give exanples of two such
statenments, w thout reaching the further question of whether they
were msleading, the conplaint alleges that an analyst report
I ssued on March 25, 1997 stated, on the basis of information from
Levi ne and ot her Cabletron executives, that the SmartSwi tch 6000
woul d "ship in volune in the second week of April." Further, a My

13 analyst report, based on a presentation by a naned Cabl etron

official responsible for investor relations, stated that the
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Smart Switch products were "ranping according to plan,” which by
m d- May seens clearly not to have been so.

The entangl ement test separates nere sal esmanship from
fraudul ent m srepresentation.* A test that required "control"
woul d gi ve conpany officials too nuch | eeway to commt fraud on the
mar ket by using analysts as their nouthpieces. Elkind and its
progeny set a better boundary. On remand, the district court
should evaluate each of the third-party statements under the
correct test.

C. Scienter

Liability wunder section 10(b) and Rule 10b-5 also

requires scienter, "a nental state enbracing intent to deceive,

mani pul ate, or defraud." Ernst & Ernst v. Hochfelder, 425 U S

185, 193 n.12 (1976). Under the PSLRA, the conplaint nust state
with particularity facts that give rise to a "strong i nference" of
scienter, rather than nmerely a reasonable inference. 15 U S.C. 8§
78u-4(b)(2); Geebel, 194 F. 3d at 195-96.

The i nference of scienter nust be reasonabl e and strong,
but need not be irrefutable. Aldridge, 284 F.3d at 82. Scienter

may be denonstrated by indirect evidence, Geebel, 194 F. 3d at 196-

15 W note, in addition, that new SEC regul ati ons concerni ng
di scl osure of comrunications between conpani es and anal ysts may
hel p to resol ve sonme of these issues in the future. See Regul ation
FD, 17 CF.R 8 8§ 243.100-243.103 (requiring disclosure to public
of information provided to analysts sinultaneously or soon
thereafter). See generally Bl oonenthal, supra, 8§ 33.10 (discussing
Regul ation FD).
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97, and may extend to a form of extreme recklessness that "is
closer to a lesser formof intent," id. at 198-99. Furthernore,
this circuit has rejected any rigid formula for pleading scienter,
preferring torely on a "fact-specific approach” that proceeds case

by case. Aldridge, 284 F.3d at 82; see Geebel, 194 F.3d at 196.

We have specifically rejected the contention that "facts
showi ng notive and opportunity can never be enough to permt the
drawi ng of a strong inference of scienter.” Geebel, 194 F. 3d at
197. "[T]he plaintiff may conbi ne various facts and circunstances
indicating fraudulent intent"” -- including those denonstrating
notive and opportunity -- to satisfy the scienter requirenent.
Al dridge, 284 F.3d at 82. However, "catch-all allegations" which
merely assert notive and opportunity, w thout sonething nore, fai

to satisfy the PSLRA. G eebel, 194 F.3d at 197 (quoting In re

Advanta Corp. Sec. Litig., 180 F.3d 525, 535 (3rd Cr. 1999)); see

also G een Tree, 270 F.3d at 660.

Appl yi ng t hese standards, we concl ude that the conpl aint
adequat el y denonstrates scienter.

We ook first to the evidence of conscious w ongdoi ng,
whi ch may provi de t he "somet hi ng nore" necessary to prove scienter.

See Greebel, 194 F.3d at 201; A Mrales d azabal, The Search for

"M ddl e Gound": Towards A Harnmoni zed I nterpretation of The Private

Securities Litigation Reform Act's New Pl eadi ng Standard, 6 Stan.

J.L. Bus. & Fin. 153, 187-88 (2001) ("[T]he obvious should not go
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unstated, and that is that allegations of intentionally fraudul ent

conduct also will permt the drawing of a strong inference of
scienter."). Accusations of warehousing of the sort plaintiffs
make here are "very serious.” G eebel, 194 F.3d at 202.

Significant GAAP violations also "could provide evidence of
scienter." |d. at 203. "[A]ccounting shenani gans" are anong the
characteristic types of <circunstances which nay denonstrate

scienter for securities fraud. See CGeffon v. Mcrion Corp., 249

F.3d 29, 36 (1st Cr. 2001).

Mesko' s conpl ai nt makes adequat e particul ari zed
al | egations of |arge-scal e fraudul ent practices over time. |n such
ci rcunst ances, these and simlar cases nake it difficult to escape
a strong inference of the type of recklessness concerning
wr ongdoi ng that anounts to scienter

O her allegations also add to a strong inference of
scienter. The conplaint alleges that Benson specifically directed
sonme of the fraudul ent warehousing activities at the heart of the

conpl aint. Again, he may have done no such thing, but we nust take

the allegations in the conplaint as true. It also alleges that
many people wthin the conpany -- including Levine, Benson, and
Aiver -- received regular information about the SmartSw tch

probl ens whi ch t hey shoul d have real i zed contradi cted t he conpany's

public statenents about the rollout of the product.
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In addition, the conplaint identifies conceal nent of the
serious and worseni ng deterioration of Cabletron's financial health

as a significant notive for the alleged fraud. Cf. Al dridge, 284

F.3d at 83 (scienter supported by corporate officers' understandi ng
that rollout of new product was "inportant to their own surviva

and that of the conpany"); Nathenson v. Zonagen, Inc., 267 F.3d

400, 425 (5th Cr. 2001) (scienter for m sstatenents about patent
supported by fact that conpany's future depended on patent).
I ndeed, it appears that Levine, a cofounder of the conpany, was
forced out of managenent as the nagnitude of Cabletron's probl ens
began to come to light, thus confirm ng that these notivating fears
were realistic. This is nore than the usual concern by executives
to inprove financial results; the executives' careers and the very
survival of the conpany were on the |ine.

And if these interrelated facts and circunstances stil
wer e not enough to give rise to a strong i nference of scienter, the
conpl aint adds its allegations of insider trading. Stock sales by
i nsiders can supply evidence of scienter. "The vitality of the
inference to be drawn depends on the facts, and can range from
margi nal to strong." G eebel, 194 F.3d at 197-98 (citations
omtted). Here, the insider trading allegations add sone wei ght to
t he ot her evidence of scienter, and we need not determ ne whet her
al one they woul d suffice. Levine nade the overwhelm ng majority of

the sales, and his resignation provides a plausible innocent
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expl anation for large stock sales. [d. at 206 ("It is not unusual

for individuals | eaving a conpany . . . to sell shares."). Still,
the approximately $177 mllion he gained fromstock sales can be a
powerful incentive. It is also true, as defendants point out, that

many of the sales, by both Levine and others, occurred after
Cabl etron's disclosures in early June 1997, even though the share
price was significantly higher before this tine. The insider
trading allegations nonetheless provide additional ballast to
Mesko's argunent for scienter. They suggest further notive for
securities fraud, and they conbine with other aspects of the
conplaint to produce a strong inference of scienter overall. See
Shaw, 82 F.3d at 1224 (although allegations of snmaller-scale
insider trading did not show scienter on their own, they "provide
sone support").

Taki ng the al | egati ons of the conplaint as a whole -- and
as true -- we find that it is not only a reasonabl e inference but
a strong one that defendants possessed a state of mind giving rise
to a securities fraud claim if fraud was commtted. Each
i ndi vi dual fact about scienter nmay provide only a brushstroke, but
the resulting portrait satisfies the requirenent for a strong
I nference of scienter under the PSLRA.

D. Pl eadi ng of | ndividual Defendants' Liability

Finally, we analyze here how the section 10(b) claimin

t he conpl ai nt survives, w th one exception, agai nst each i ndi vi dual
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defendant. Again, we do not state that the allegations are true,
nor do we inply anythi ng about those allegations we do not nanme in
this summary; we nmerely show why the conplaint is sufficient as to
each defendant to survive a notion to dism ss.

The conplaint asserts that, under the so-called group
pl eadi ng presunption, the court need not consider the liability of
each indi vi dual defendant, but may attribute all the statenents to
all the defendants as "collective actions.” This circuit has
recogni zed a very limted version of the group pleading doctrine

for securities fraud. See Serabian, 24 F.3d at 367-68 (dism ssal

i nappropriate where defendants signed annual report and all egedly
had access to contrary information). There is presently great
debat e about the doctrine's continued exi stence after enact nent of

the PSLRA. See generally In re Raytheon Sec. Litig., 157 F. Supp.

2d 131, 152-53 (D. Mass. 2001) (collecting cases and concl uding

t hat presunption survives); WO. Fisher, Don't Call Me a Securities

Law Groupie: The Rise and Possi bl e Denise of the "G oup Pl eadi ng"

Protocol in 10b-5 Cases, 56 Bus. Law. 991 (2001) (review ng cases

and argui ng that PSLRA underni nes doctrine). For purposes of this
opinion, we will set the issue aside without deciding it, because
we deternmine without reference to the group pleading presunption
whet her the conplaint states a clai magai nst each def endant.
Cabletron itself is the clearest. Most of the

potentially actionable statenments in the conplaint, including the
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SEC filings and the press rel eases, were conpany docunents. The
scienter alleged against the conpany's agents is enough to plead
scienter for the conmpany. Mesko has thereby stated a cl ai magai nst
Cabl etron that survives the PSLRA s pl eadi ng requirenents.

Levine and Kirkpatrick, officers of the conpany, are
both alleged to have had access to information contrary to the
conpany's public statenments, to have participated in a nunber of
the statenments (including signing both the Form 10-K and the two
Forms 10-Q and to have nmade significant stock sales. Benson, al so
an officer, did not sell stock or sign the 10-Q but was alleged to
have directed sone of +the fraudulent practices surrounding
fictitious sales and also to have ordered negative information
about the SmartSwitch wi thheld fromsal es personnel. The conpl ai nt
agai nst each of them al so survives.

The case against the three outside directors -- Duncan,
McGQui nness, and Myerow -- presents a closer call, but on bal ance we
believe the conplaint also suffices in its clains against them
Each signed the Form 10-K and accepted responsibility for its

contents. See Howard v. Everex Sys., Inc., 228 F.3d 1057, 1061-62

(9th Cr. 2000) (holding outside directors responsible for SEC
filings they signed). Each is alleged to have made stock sales
that contribute to a strong inference of scienter against them
G ven the pre-discovery posture of this case, the overal

conplaint's survival under the PSLRA, and the possibility that
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these three defendants also face control person liability under
section 20(a), as explained below, we reverse the dism ssal of the
case agai nst them

Finally, unlike the outside director defendants, Qi ver
did not sign the Form 10-K or trade Cabletron stock during the
class period. diver did receive reports fromthe quality control
dat abases. Unli ke the other officers, however, the conplaint fails
to connect him specifically to any of the materially m sleading
statements that we have found survive the PSLRA pleading
requirenments. 6 Consequently, we affirm the dismssal of the
section 10(b) claimagainst Aiver.

The parties did not brief the question of howthe section
20(a) clainms of control person liability! against each of the
i ndi vi dual defendants should be resolved if this court reversed
di sm ssal of the section 10(b) clains, as we have done; in such

circunstances we think the best course is to remand those secti on

16 Under the group pleading presunption, if we had applied
it, the result would likely be the sanme, because the conplaint did
not allege Aiver's participation in the production of any group-
publ i shed docunents such as SEC filings.

1 That provision, 15 U S.C. 8§ 78t(a), states:

Every person who, directly or indirectly, controls
any person liable under any provision of this
chapter or of any rule or regulation thereunder
shall also be liable jointly and severally with and
to the sanme extent as such controlled person

unl ess the controlling person acted in good faith
and did not directly or indirectly induce the act
or acts constituting the violation .
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20(a) clainms as well. See Scholastic, 252 F.3d at 77-78 (remandi ng

section 20(a) clainms when reversing dismssal of primary liability
cl ai ms, because district court had based section 20(a) di sm ssal on
primary liability dismssal); Nathenson, 267 F.3d at 426 n.29
(sane).

Control is a question of fact that "will not ordinarily
be resolved summarily at the pleading stage.” 2 T.L. Hazen,

Treatise on the Law of Securities Requlation § 12.24(1) (4th ed.

2002). The issue raises a nunber of conplexities that should not
be resolved on such an underdevel oped record. Since the section
20(a) clains involve nost of the sane defendants who renain in the
case by virtue of our section 10(b) ruling, the practical effect of
reinstating them at this stage is small. There is a reasonable
inference in the conplaint that Aiver nmay have control |l ed persons
responsi ble for pronulgating msleading information about the
Smart Switch, so we remand the section 20(a) claim against him as
well. On remand, those individual defendants who wi sh to chall enge
their liability wunder section 20(a) may, of course, do so
explicitly. Likew se, Mesko may augnent his argunent for contro
person liability against the defendants, and particul arly agai nst
the outside directors and A ver
I V.
Mesko objects to the recusals by Judge DiClerico and

Chi ef Judge Torres and asks that this case be remanded to Judge
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Di Cerico because his recusal was inappropriate. Mesko failed to
rai se concerns about these recusals at the tine they occurred
This court will decide issues that were not argued before the
district court only rarely, and we decline to set aside the recusal
deci si ons here.

"If any principleis settledinthiscircuit, it is that,
absent the nobst extraordinary circunstances, |egal theories not
rai sed squarely in the | ower court cannot be broached for the first

time on appeal.” Teansters Union, Local No. 59 v. Superline

Transp. Co., 953 F.2d 17, 21 (1st Cr 1992). The circunstances

here were hardly extraordinary. As first one judge and then the
ot her consi dered recusal, Msko "made not a nurmur." Toscano V.

Chandris, S.A., 934 F.2d 383, 384 (1st Cr. 1991).

Even under normal circunstances, wth an objection
preserved, a district court judge's decision to disqualify hinself
or herself is reviewed under the sanme abuse of discretion standard

used to evaluate refusals to recuse. United States v. Snyder, 235

F.3d 42, 46 (1st Cir. 2000) ("The appellate court, therefore, mnust
ask itself not whether it would have decided as did the trial
court, but whether that decision cannot be defended as a rational
concl usi on supported by [a] reasonable reading of the record.")

(quoting In re United States, 158 F.3d 26, 30 (1st Cir. 1998)).

The standard is deferential in part because these sensitive

deci sions often require a conplex balancing of nmultiple factors.
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Judge DiClerico and Chief Judge Torres both gave thorough
consideration to their recusal decisions. Chi ef Judge Torres
specifically weighed the advice of the Comrittee on Codes of
Conduct of the Judicial Conference of the United States, which has
i ssued a hel pful advisory opinion about recusal decisions in a
cl ass action context. See Comm on Codes of Conduct, Adv. Op. No.
99 (July 12, 2000), at http://ww. uscourts. gov/guide/vol 2/99. htm .
W will not overturn the decisions these judges made, especially
gi ven Mesko's failure to argue the point to themdirectly.
V.

Thi s deci si on does not suggest that Mesko's allegations
agai nst Cabletron or the individual defendants are true, or that
plaintiffs would prevail at trial. By reinstating the case and
returning it tothe district court, we hold only that the conpl ai nt
presents a sufficient pleading of fraud to avoid dism ssal at this
st age. "Where there is snoke, there is not always fire."

Al dridge, 284 F.3d at 85; see Serabian, 24 F.3d at 365-66 ("Despite

our conclusion that certain allegations survive threshold
consi deration, we note that plaintiffs remain a great di stance from
actually proving securities fraud.").

On remand, the district court may, in its discretion
limt or structure discovery so that potentially dispositive issues

are addressed first. See Al dridge, 284 F.3d at 85. This technique

has been used in other securities fraud cases where, despite a
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conplaint's survival of the initial notion to dismss, plaintiffs
were ultimtely unable to provide allegations strong enough to go

totrial. See Geebel, 194 F.3d at 207; Gross, 93 F.3d at 990.

The district court order granting the notion to dismss
is reversed, except that dism ssal of the section 10(b) claim
against diver is affirned, and the case is remanded for further
proceedi ngs consistent with this opinion. Plaintiffs' request that
the case be remanded to a previously recused judge is denied.

So ordered.
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